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\ L _ K U _ K hat are the legal responsibilities of an auditor today? T w o court decisions, spanning 37 years, help
to put these responsibilities into perspective.

In Ultramares (1931), the court established the "primary
benefit" pule as a defense for the auditor. It staled thai
negligence on the part of the auditor w o u l d make him
liable for damage caused to the client. However, thirdparty actions for negligence w e r e all but barred in practice.

Quite different, however, is the due diligence legislation
of BarChris (1968). Under BarChris,
if the auditor fails to
exercise due diligence in the performance of SEC work,
he can be liable to anyone w h o suffers loss by relying on
the applicable registration statement.
It might appear that the game is the same and only the
names have changed —- from "negligence" to " d u e diligence." However, the game indeed has changed and the
big difference is in the players; there are still only a few
defendants — but a multitude of new plaintiffs.
Under the "negligence" concept, an auditor's liability

What is the auditor's responsibility in S.E.C. registrations?

\
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depended on a contractual relationship. In most cases,
only the client w o u l d have a claim against the auditor,
and usually the client could not sustain an extensive action
because of his o w n contributory negligence.
W h i l e third party actions were possible when negligence concerned the " e n d and aim of the transaction,"
Judge Cardozo in Ultramares refused to extend an auditor's liability for negligence to third parties in general. He
wrote that he was reluctant to "expose accountants to a
liability — in an indeterminate amount — for an indeterminate time — to an indeterminate class."
Others have not been so reluctant.
The Securities and Exchange Acts of 1933 and 19 54 prescribed statutory responsibilities - concerning third persons w h o place reliance upon the auditors' work -— in
connection with SEC filings.
The American Law Institute, in its Restatement (second)
of Torts, also said the liability of a professional
for misrepresentations through negligence — extends to third

persons, w h e n he knows the information is intended to
benefit or influence them
A court opinion (Rusch Factors, Inc., 1968) theorized:
"Isn't risk of loss more easily distributed and fairly spread
by imposing it on the accounting profession, which can
then pass the cost of insuring the risk on to the entire
consuming public?"
An audit opinion is not in any way intended to be an
insurance policy to cover losses. The auditor's job is to
see that the information made available to the investor is
fair — when compared to a recognized standard.
The investor must stand ready to take his o w n risk,
based on the best information he can gather.
In addition to indeterminate third-party liability, the
auditor's responsibility has been subjected to threats of
indeterminability. In the decision on 1136 Tenants
Corp.
(1970), the court generalized that the defendant was responsible for performing some auditing procedures, although his report explained that he had not performed an
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audit. If this kind of reasoning is a l l o w e d to flourish, the
auditor will be forced to stay away from any areas of practice that may be subject to similar unpredictable responsibility.
After-the-fact judicial evaluation of audits is a more
widespread development — and casts uncertainty on the
amount of w o r k that justifies an auditor's opinion. Court
decisions present a problem because evaluation criteria
may vary, depending o n the issues raised or the passage
of time.
The discovery and identification of problems is much
easier with the help of 20/20 hindsight. Hindsight may
show w h a t procedures w o u l d have detected a problem
earlier, but too often very little attention is given to the
procedures that should have been e m p l o y e d without the
benefit of hindsight.
The liability hazard is c o m p o u n d e d by our legal modus
operandi. In this country, almost anyone can bring suit
and force a defendant to undertake the costly burden of
proving his innocence. Before the burden on the auditor
becomes prohibitive, the United States should adopt measures such as those found in the United Kingdom. These
place enough burden on the plaintiff to assure that suits
are responsible and justified.
The real spike in the club is that recoverable losses may

far exceed the error causing liability. Assuming that no

The courts must always be the final arbiter of the accountant's responsibility, his liability, and the attendant
damages. Still, the accountant has an obligation to educate the public and the courts in determining appropriate
parameters. Therefore, it is important to examine what
the accountant does in the performance of " d u e diligence," and h o w he does it.
I am using " d u e d i l i g e n c e " in relation to the public
offering of securities. M a n y accountants argue that the
same degree of " d u e d i l i g e n c e " is required w h e t h e r or
not a registration is involved, and they are right — almost.
In fact, "extra" due diligence is required in a registration,
because of unique legal provisions of the Securities Act,
the extended responsibility period required, and the additional information requirements.
But to give perspective to the "extra" due diligence
procedures, w e must first understand due diligence in the
normal audit.
The accountant's objective is to formulate and express
his professional judgment on the "fairness of the presentation of financial statements in conformity with generally
accepted accounting principles consistently applied." As
a basis for his opinion, he states that his examination was
performed " i n accordance with generally accepted auditing standards."
W h a t do w e mean by "generally accepted accounting
principles" and "generally accepted auditing standards?"

other factors are applicable, a price/earnings ratio by itself
w o u l d cause an inordinate exposure to liability.

If a price/earnings ratio of 20 to 1 holds for a particular

stock, for example, an error in net earnings could

be

magnified 20 times for potential liability exposure. As a

result, if damages are assessed by calculating changes in
the market value of the stock, the effect is to

built-in punitive damages!

provide

It is clear, of course, that stock prices are influenced by

many factors. Certainly, the prices are influenced by reported operations, in addition, w e know that the stock

market, in general, is influenced by political and e c o n o m i c
factors in the country. W e also know that market prices

of individual stocks are influenced by industry factors, the

activity of large institutions in the market, and the forces
of supply and demand.

There is no answer, or specific criteria

for assessing

damages o n c e liability has been determined — but all of

the causes must be considered as the effects are being

analyzed.
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Generally accepted

accounting

principles

are an amalgamation of (1) accounting conventions de-

veloped

through

experience,

(2)

research

and

official

promulgations, and (3) norms for accumulating, analyz-

ing, and reporting e c o n o m i c activities. These principles
cover such items as: financial activities to be included in

or excluded from the financial statement; the period for
recognizing important transactions; and the disclosures
required to make the financial statements " n o t misleading" to the users.
Specific

principles

governing

every

transaction

and

every accountability question do not exist. In many in-

"N

stances acceptable alternatives, often with varying
pacts, are available.

im-

Typically, the accounting for unique transactions must

be developed by analogy. A great deal of judgment is
required here.

C o m p a n y management, initially, makes the accounting

As in any discipline, a testing approach is more difficult
to apply than a full scale investigation. To b e effective,
tests must be carefully planned.
There are t w o dimensions to consider w h e n planning
audit w o r k and deciding h o w much testing is to be
required.

exercises

W e must be concerned about scope — w h a t accounts
should be investigated, how many locations should be
audited, w h e r e the auditor concentrates his attention.

This is the accountant's role in evaluating financial data.

A n d then w e must consider depth — h o w much detail
should w e investigate, and h o w much evidentiary support
must w e accumulate on specific accounts and transactions. Obviously, scope and depth are interrelated.

judgment. The independent

accountant

then

his professional judgment to determine the appropriateness of the accounting treatment.

The manner in w h i c h he conducts his examination — is
encompassed by the phrase " i n accordance with generally
accepted auditing standards,"

he American Institute of Certified Public Accountants has adopted auditing standards to follow w h e n
examining financial statements.

The classic approach relies on an evaluation of the company's system of internal control. That is, can this system
b e relied upon to produce reliable accounting? The auditor tests the system to see if it works as w e l l as it was intended to.
O n c e he understands the strengths and weaknesses in
the system and tests to see that it is being complied with,
the auditor makes scope and depth decisions for his substantive tests. If the internal control system is reliable,
the auditor may make a small number of substantive tests
and rely on interna! controls to cover the rest.

There are three general standards w h i c h deal with the
qualifications of the auditor — his competence, his ind e p e n d e n c e , and his professionalism.
There are three standards w h i c h deal with field work
as w e l l — the planning of the w o r k , the scope of the procedures, and the gathering of evidentiary matter.
There are four reporting standards, dealing with the
conformity with generally accepted accounting principles,
the adequacy of disclosures, accounting consistency, and
the clarity of the accountant's report.
A n d there have been many official interpretations of
these auditing standards, n o w codified into the Statement
on Auditing Standards No. 1.
Generally accepted auditing standards establish the
broad frame for measuring the auditor's " d u e diligence"
in performing his work.
For example, with computers processing millions of
transactions in a short period of lime, and business enterprises spanning the globe with multiple subsidiaries and
operating units, there are still many people w h o naively
expect auditors to look personally at every financial transaction. Clearly, this is not possible—• audits are based on
tests.

!

3
the other hand, a w e a k control system

requires more detailed direct examinations. If perpetual

inventory records are not reliable, for example, the auditor

may require a year-end count of inventories for audit
purposes.

It should be understood, of course, that the auditor

goes beyond

the study of internal controls and

strengths and weaknesses. H e also assesses:

their

— Areas of potential risk,
— Previous experience with the client.
— The business environment.
— A n y unique circumstances for the engagement.
Certainly, determining

scope and

depth

is the first

major decision point, o n c e it is determined that the com-
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pany is auditable. As the examination proceeds, in fact,
the audit team continues to challenge the scope and
depth decision.

Professional Standards Review is made at the local office
level and is required for all reports issued —• before the
report is released.

If the auditor runs across a problem, for example, he
decides to go further or look deeper. This is the second
major point in the critical path of the audit. The auditor
must continually ask himself — " W h a t did I find" and
" W h a t should I do with w h a t I f o u n d . "

A substantial part of audit w o r k is the same from engagement to engagement. Still, there are individual differences w h i c h require special treatment.

Three items, levels of authority, supervision, and performance, must be clearly defined on each engagement.
Each m e m b e r of the audit team has the responsibility to
form a j u d g m e n t — based on the results of work assigned
to him and on the adequacy of the client's procedures. The
assistant auditor makes his judgment on the basis of very
limited, predefined criteria. The audit senior reviews that
w o r k and brings more experience and a broader v i e w of
the engagement into his judgment. The audit supervisor
and audit manager apply further experience, knowledge,
and business acumen, and must cope with many specific
accounting and auditing problems isolated in the course
of the staff's work.

S o m e auditors prefer to write an audit program from
scratch each year for every engagement. O t h e r s insist,
" W h y not learn from the experience of other engagements" and set as standards those core procedures w h i c h
apply in almost every case.
T o u c h e Ross does both — by adapting core procedures
to each engagement. W e believe people responsible for
the conduct of the individual engagements can build on
the core procedures, adding those steps w h i c h are required, or deleting inapplicable steps — according to
the circumstances of the client — while, of course, making the scope and depth decisions.

Finally, the audit partner assumes responsibility for the
entire audit. As partner in charge of the engagement, he
has the ultimate responsibility of evaluating the work of
the audit team on the basis of his initial audit objectives,
challenging the judgments made by his people.
This challenge and review process goes on throughout
the engagement. It culminates in the preparation of a
draft report.

hat is there about an S E C filing that is dif-

ferent from a regular audit?

Basically, the auditor,

in

addition to expressing his opinion on audited financial

statements, must satisfy certain requirements w h e n he is
associated with a securities offering. Section 11(b) (3) (B),

of the Securities A c t of 1933, extends the auditor's respon-

sibility to that part of the registration statement covered
by his opinion at the time that it became effective for SEC
purposes.

j=k

he system of review and challenge works well
in practice. H o w e v e r , Touche Ross decided long ago that
an additional review — a review from a different perspect i v e — w a s desirable.
W e call this step Professional Standards Review, and it
is to be performed by a person w h o was not involved in
[he original audit decisions. It is a challenge of the audit
planning, procedures, and judgments. Also, it challenges
the compliance of financial statements with technical requirements and its consistency with audit judgments.
28

W h y then should an auditor give S E C filings extra at-

tention, if regular audited financial statements are presented fairly in conformity with generally accepted accounting principles?

To start with, the S E C requires additional information.

Generally, it must be covered by the auditor's opinion, if
the related statement is.

For example, a supplementary schedule of profit and

loss information presents details that are not

normally

spelled out in the earnings statement. So in this case, the
auditor gives more attention to the classifications
handling of details.

and

In addition to schedules that provide financial details,
the SEC will usually require unaudited financial statements
for certain periods, and other tabular and text information
on the company's operations. Although this additional in
formation is not covered by the auditor's opinion, he
must be satisfied that it does not contain data or inferences in conflict with the audited statements.
Compliance with SEC technical requirements is another
"extra." There are a significant number of such requirements, and they are interspersed throughout SEC statutes,
Accounting Series Releases, and administrative requirements. Many of them are complex. Most of them are important. Some are crucial. For instance, the SEC has
specific rules covering:
— The need for separate statements by subsidiaries and
affiliates.

— Learn from legal counsel the current status of legal
matters,
— Obtain a letter of representation from management
as to the absence of significant subsequent events as of
both the audit report date and the approximate filing
date.
—-Follow up with additional inquiries or perform procedures necessitated by the results of the investigation.

— Read the prospectus and other pertinent areas of the
registration statement.
Here again, Touche Ross has developed a checklist —
to incorporate the A I C P A procedures and to put more
emphasis on specific matters, while simultaneously documenting performance. The procedures and inquiries are
intended to:

— The periods for which statements are required.

— Call to mind potential problem areas, and

-—The need for updating financial information.

— - G i v e the client the opportunity to bring to our attention matters which might affect already audited
information.

— The data provided in supplemental schedules.
Recognizing these conditions, a sensible approach is to
predesign a plan that covers the requirements for most
SEC engagements. Then attention can be directed to unusual problems. Here a checklist is helpful, since it can
incorporate the experience, knowledge, and research of
several expert individuals.
Perhaps the most important "extra" an auditor must be
concerned about in an SEC filing is the length of time his
responsibility is extended. The period between the financial statement date and the date the auditor signs his
opinion is important — for transactions in this period
often shed light on the year-end numbers.

in the context of this post balance sheet review, it is
important to remember judge M c L e a n in the
BarChris
case. He refused to hold the accountant responsible, as an
expert, for the unaudited stub period information. He did,
however, hold the accountant responsible for an adequate
assessment of how the post balance sheet events affected
the audited statements.

In a regular audit, the investigation is made to the date
of the auditor's report, w h i c h coincides with completion
of the audit.

•
•
4

In an SEC registration, however, the auditor must consider post balance sheet events right to the effective date

of the registration statement. To meet this obligation, an
up-to-date inquiry is made, each time the auditor gives
consent to use his audit report in the filing.

The American Institute of Certified Public Accountants
specifically tackled requirements for post audit investigations. These A I C P A procedures call for the auditor to:

-There is one final "extra" which the accountant
must be alert to — and this sets his registration statement
audit work apart from a norma! audit. Typically, a company in registration is a company at a turning point.
Usually a registration is coincident with a significant corporate event such as:

—• Read interim financial statements.

— First public ownership,

— Make inquiries of management on financial and accounting matters.

— An expansion of the business.

— Read minutes.

— A diversification effort.

— A major refinancing.

29
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In other words, an important registration may signal a
change in the company's business.
A n auditor is fundamentally a business man and he
must assess how the change — or prospective change —
will affect the financial statements he is examining.

— H e concentrates on technical matters as well as other

pertinent developments — for example, the handling
of accounting changes.

— H e checks for fundamental
business operation.

changes in the

client's

— Finally, he must apply his overall judgment that the
firm may appropriately issue its auditors' report in the
filing.
The rechallenge of compliance w i t h SEC rules, regula-

tions, and filing requirements is clearly supplemental to
other audit responsibilities. M i n i m u m steps include:

— Reading the entire filing, particularly the prospectus.
— Obtaining satisfaction that I lie audit team
These "extras," inherent in an S E C filing, have

induced auditors to develop special quality control pro-

cedures as an extension of their normal control.

At T o u c h e Ross, w e call our quality control extension

Cold Review. It is directed to the complex filing require-

experience commensurate
engagement.

with

has

requirements of

SEC
the

— Ascertaining that the filing is materially in compliance
with S E C rules and regulations.

ments and liability exposure imposed in securities regis-

trations. A C o l d

Review

involves a final,

independent

review of the audit and the S E C filing. The individual per-

forming a C o l d Review will not have participated in the

original audit decisions and, further, should be from another office. The objectives of the Cold Reviewer are to
rechallenge the:

— S c o p e and performance of the audit.

At this point, the Cold Reviewer is likely to

— Presentation of the financial statements.

require explanations. If, however, after a lively exchange

— C o m p l i a n c e with filing requirements.

of questions and answers, confirmed by reference to the

For maximum effectiveness, w e have made Cold Review

automatic for ail SEC registrations and similar filings. Special authorization is required to omit the review.

To determine the depth of the review, the Cold Re-

v i e w e r checks the client's S E C experience. Together, he

and the Partner-in-Charge w i l l discuss the business purpose of the filing.

The Cold Reviewer covers the entire period since the

preceding C o l d Review. H e concentrates on the audit

judgments formed, the conduct of the audit, and compliance with technical and policy requirements. This means:

— H e makes a careful challenge and evaluation of financial statement disclosures,
— He

may compare the statement w i t h other

reports

for possible inconsistencies or contradictions — such
as statements for prior years and current statements
intended for other purposes.
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working papers, his list still contains a few open ques-

tions, even these items must be resolved, before he will

document his quality control participation and give his
approval to sign the firm's report.

The importance of the quality control procedures has

increased following the recent, broadening interpretations

of liability under Rule 10(b)

(5). The auditor w h o

has

a l l o w e d his good n a m e to be used, by the inclusion of

his opinion in the registration statements, has a respon-

sibility under this rule that is not limited to purchasers
of the particular securities offered, but may apply to purchasers and sellers of other securities of the issuer.

His engagement as auditor obliges him to take account

of what he actually k n o w s — i f he knows, or believes, for

example, that there is a material misstatement or omission
in such data as unaudited financial statements, other finan-

cial or e c o n o m i c information, or, possibly, even materia!
non-financial information.

\

There is one final area related to due diligence — Unaudited financial statements and schedules in the
that should be noted. In almost every registration stateregistration statements.
ment engagement, the underwriters ask the auditor to
— Changes in financial statement items after the dale of
issue a l e t t e r — c o m m o n l y called a " c o m f o r t letter" —
the latest financial statements.
that gives "negative assurance" on specific matters re— Tables, statistics, and other financial information in
lated to the company's business.
the registration statement.
"Negative assurance" relates to a style of reporting that
The underwriter's investigation of the accountant's
has evolved in practice. By it, one states that "nothing
capabilities
should include inquiry into his indepencame to our attention that caused us to believe that the
dence,
and
the
comfort letter is a logical place to docustatements do not comply in all material respects, etc."
ment that procedure. Similarly, it is prudent to ask the
The use of negative assurances has met strong opposiauditor if he has knowledge of any failure to comply
tion within the accounting profession and is discouraged
with SEC filing requirements, or of information not conin substantially all cases except for letters to underwriters.
tained in the registration statement that w o u l d be of
The profession has agreed to continue the practice with
concern to the underwriter.
underwriters on the assumption that prior experience has
Although the auditor is happy to assist the underwriter
established an understanding between underwriters and
with
his due diligence efforts, there are limitations. In
accountants as to the meaning of the negative assurance.
particular,
auditors should comment only on matters that
Underwriters, however, read too much into "negative
are
within
their professional competence.
assurance." They often treat it as an extension of the
In
some
cases, underwriters will ask for too much.
auditor's opinion from the post audit period up to the
Accountants
simply cannot give assurance, for example,
effective date of the registration statement. (However, this
on
legal
questions,
or on statistics, tables, and other inforintervening period is not audited—the auditor only remation
which
are
not subject to the disciplines of an
views significant interim events, looking for matters which
accounting
system.
may affect his judgment as to the earlier audited period.
I do not think it reasonable, therefore, to ask an auditor
to express an opinion on a period he has not audited.
Further, some underwriters have tended to act as if
the negative assurance means that the auditor has assumed
responsibility for the underwriter's due diligence investigation of the financial statements.
The AlCPA's Statement on Auditing Procedure 48 (now
SAS 1, Section 630) is intended to remove any uncertainty
about the scope of procedures to be performed by the
auditor, in connection with a comfort letter.
The underwriter should specify the procedures he wants
performed concerning unaudited financial statements and
other information. The same applies to the periods to be
reviewed. The underwriters should indicate the dates and
time periods that procedures should cover, as well as
dates for which any comparisons should be made, in a
nutshell, the auditor cannot define the underwriter's needs.
A comfort letter can obviously help the underwriter discharge his due diligence responsibilities. It is one way
the underwriter has of learning about events which may
require disclosure in the registration. In practice, the letter
usually refers to several of the following subjects:
— Independence of the accountants,
—-Compliance as to form with SEC requirements.

Conclusion
Consideration of due diligence in the registration audit
environment is per force a complicated subject and can
be approached from several .directions. M y approach has
been to highlight the quality procedures that an auditor
follows in carrying out his job. This includes discussion
about organization controls, mechanical tools, and independent reviews to demonstrate the Touche Ross approach to due diligence as well as some of the procedures
that it follows to ensure due diligence requirements.
I use due diligence in its literal sense, that of a fundamental requirement of a normal audit. Extra due diligence
is required in the registration of securities or filings for SEC
purposes because of the additional involvement of the
specific liabilities involved by statute.
It w o u l d be a serious error to consider an audit simply
as a collection of mechanical procedures. Fundamentally,
an audit is an exercise in human judgment based on the
best evidence which exists at a given point In time. The
auditor's basic obligation is to be sure that he has a sound
basis for judgment and for offering his professional opinion of the facts at hand.
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